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Abstract 
It is theoretically believed that increase in firm size would result to increase in firm profitability. 
Therefore, this study examines the relationship between size and profitability of six banks in 
Nigeria after the 2005 consolidation exercise. The measure of profitability is return on assets. 
Employing the static panel data regression method, the study found that size has an insignificant 
negative relationship with bank profitability. This study concludes that the 2005 consolidation 
exercise did not enhance the profitability of the selected banks. 
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Introduction 
The profitability of banks differs from each other; though, they may operate in the same industry. The 
difference in profitability may be largely due to certain factors. A key factor is the size of the bank. Size of a 
bank reflects its capacity/strength to operate in the banking circle. The strength of a bank is undoubtedly 
associated to its profitability (Adeusi, Kolapo & Aluko, 2014). The increase in bank size is perceived to 
increase economies of scale and bank competitiveness, thus creating a pathway for the bank to improve its 
profitability. 
A major platform to increase bank size is consolidation. The proponents of bank consolidation suggest it 
would lead to increase in bank returns through revenue and cost efficiency gains, thereby improving overall 
bank performance. On the other hand, critics are on the stance that it could increase a bank’s tendency to 
assume risks through increased leverage and off-balance sheet operations (De Nicoló, Bartholomew, 
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Zaman & Zephirin, 2003). The larger a bank becomes, the greater the ability it possesses to avoid excess 
operating expenses. 
The Nigerian banking industry witnessed series of bank consolidation in 2005 which sieved out inefficient 
(weak) banks and increased the size of existing ones, resultantly making them mega banks. Abdullahi 
(2007) argues that mega banks have higher capacity to take big risks. Akhavein, Berger and Humphrey 
(1997) reported that mega banks in USA enjoyed higher profit efficiency from increased revenues than 
individual banks. Increased bank size through consolidation exercise is expected to translate to future 
gains for the bank. However, Akpan (2009) identified that Nigerian banks faced challenges in maximising 
returns and optimising profitability after consolidation. Somoye (2008) equally observed that the 2005 
consolidation exercise in Nigeria did not impact favourably on banks.  
The ambiguity still existing on the relationship between size and bank profitability is the motivation for this 
study, thus it intends to provide empirical answer to the question: How is size related to bank profitability? 
The 2005 consolidation exercise led to reduction of number of banks in Nigerian banking industry but with a 
resultant increase in size of these banks; therefore, this study restricts its investigation to the post-
consolidation period. The remainder of this study is split into sections as follows: Section 2 reviews 
literature, Section 3 explains the methodology, Section 4 presents the empirical findings and discussion, 
and Section 5 provides the conclusion. 
Literature Review 
The Concept of Bank Consolidation 
Bank consolidation is the reduction in the number of banks and other deposit-taking institutions with a 
simultaneous increase in size and concentration of the remaining entities in the sector (Basu, Druck, 
Marston & Susmel, 2004).  Consolidation in the banking industry can be achieved either through mergers 
and acquisitions or recapitalisation. Somoye (2008) identifies the driving forces in bank consolidation to 
include better risk control through the creation of critical mass and economies of scale, advancement of 
marketing and product initiatives, improvements in overall credit risk and technology exploitation. 
Bank consolidation is implemented to strengthen the banking system, embrace globalisation, improve 
healthy competition, exploit economies of scale, adopt advanced technologies, raise efficiency and improve 
profitability (Owolabi & Ogunlalu, 2013). Enyi (2007) opines that bank consolidation is expected to enhance 
synergy, improve efficiency, induce investor focus and trigger productivity and welfare gains. Early view on 
bank consolidation suggests that it allows banks to be more cost efficient because they have greater 
tendency to reduce excess capacity.   
Benefits of Consolidation 
Consolidation is a corporate restructuring strategy which has a great tendency to create better fortunes for 
a firm. Berger (2000) notes that bank consolidation could potentially increase bank returns through revenue 
and cost efficiency gains, reduce industry risks through the elimination of weak banks, and better 
diversification opportunities open to the remaining larger banks.  The benefits of consolidation as identified 
by this study include: 
i. Evolution of Mega Banks: Through consolidation, banks fuse with each other to form a new bank. 
This new bank would be large in size, capital and assets and becomes mega bank. Mega banks 
that evolve through consolidation would have stronger base for big risks (Abdullahi, 2007). The 
study of Akhavein, Berger and Humphrey (1997) observed that the mergers that resulted in mega 
banks in USA allowed the banks to enjoy higher profit efficiency from increased revenues than 
individual banks. 
ii. Elimination of Weak Banks: As earlier stated by Berger (2000) that consolidation eliminates weak 
banks, thus reducing industry risks. Kama (2007) identified that consolidation exercise provided a 
means to phase out weak banks in the banking system in an orderly manner. The elimination of 
weak banks instills public confidence in the industry and reduces the occurrence of bank fragility.   
Kolapo et al. / International Journal of Finance & Banking Studies, Vol 5 No 4, 2016  
  ISSN: 2147-4486 
Peer-reviewed Academic Journal published by SSBFNET with respect to copyright holders. 
 
Pa
ge
32
 
iii. Enhanced Ability of Banks to Finance Key Growth Sector: Consolidation reduces the number of 
banks; however, this reduction strengthens the financial capability of existing banks due to the 
mega bank status they possess. Mega banks are better able to finance key growth sector of the 
Nigerian economy (Abdullahi, 2007). 
iv. Improved Corporate Governance: The ownership pattern of banks may be detrimental to good 
corporate governance. If bank ownership belongs to few individuals consisting of friends of family, 
there is a tendency for poor corporate governance. Consolidation exercise creates an avenue for 
banks to expand their shareholding base, thus providing the opportunity for more people to 
become shareholders. This exercise also creates the need for regulatory and supervisory 
framework for banks to be strengthened. After the consolidation exercise of 2005, the Central Bank 
of Nigeria (CBN) introduced a code of corporate governance for banks in March, 2006 aimed at 
increasing banks’ ability to overcome the challenges of the consolidation and enhancing their 
effectiveness. 
v. Increased Competition: Consolidation motivates a bank to employ tactics to gain edge over others. 
Also, it encourages competition from foreign banks, thus promoting financial innovation. 
Competition from foreign banks increases the confidence of the international community in the 
domestic banking industry. It also promotes efficiency among domestic banks.  
vi. Cost Efficiency Gains: Banks can enjoy cost efficiency gains provided more efficient banks 
acquired less efficient ones. Furlong (1998) argues that consolidation makes banks more cost 
efficient because larger banks can eliminate excess capacity in areas of data processing, 
personnel, marketing, or overlapping branch networks. 
vii. Improved Performance: Consolidation allows a bank to enjoy a hidden subsidy referred to as “too-
big-to-fail” (Kwan, 2004). It is widely believed that consolidation would translate into improvements 
in operational efficiency and profitability for banks. Berger (1998) and Akhavein, Berger and 
Humphrey (1997) discovered that bank mergers are associated with improvements in overall 
performance, in part, because banks achieve higher valued output mixes. 
viii. Stimulation of Financial Development:  When banks need to consolidate its financial position, they 
may seek to raise funds. Bank consolidation in form of recapitalisation pushes banks to offer for 
sale their equity on the trading floor of the stock market, thus increasing transactions in the stock 
and resultantly increasing the depth of the financial sector. 
The 2005 Bank Consolidation in Nigeria 
Bank consolidation is a phenomenon occurring in virtually all countries of the world. In Nigeria, bank 
consolidation has been witnessed over the years. It occurs when a banking crisis is happening or 
anticipated. Banking crisis emanates from the inability of banks to meet their financial responsibilities to 
shareholders (Owolabi & Ogunlalu, 2013). In 2004, following the assumption to office of Charles Soludo as 
the Central Bank of Nigeria (CBN) Governor, some weaknesses were identified in the Nigerian banking 
industry. According to Soludo (2004), these weaknesses are attributable to undercapitalisation, insolvency, 
illiquidity, high overhead costs due to the small nature of the banking system. To this end, the consolidation 
reform programme was established which required banks to increase their capital base from 2billion Naira 
to 25billion Naira and they are expected to act in compliance on or before December 31st, 2005. Failure to 
comply attracts the penalty of losing license to operate as a bank. As a result of the consolidation 
programme, the number of banks in Nigeria drastically reduced.  
The consolidation period witnessed a great number of mergers and acquisitions. Prior to the consolidation, 
CBN’s ratings as at March, 2004 on the 89 banks operating in Nigeria categorized 62 as sound, 14 as 
marginally sound, 11 unsound while 2 were considered completely distressed. Following the consolidation 
exercise, the number of banks reduced to 24. Izedonmi (2005) argues that the consolidation of the Nigerian 
banking industry was to ensure banks operations is in harmony to the tenets of Basel II Accord by 2007. 
The CBN conducted an audit test in August, 2009 which revealed that 14 out of the 24 banks were 
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adequately capitalised, 8 were found to be in grave situations while 2 were required to recapitalise before 
the end of June, 2010 (Obamuyi & Olorunfemi, 2011). 
Theoretical Literature 
The motive behind a bank seeking to increase its size is to gain competitive advantage through increased 
market power and efficiency, thus enhancing bank profitability. Hence, the relationship between size and 
bank profitability can be linked to the market power hypothesis and efficient structure hypothesis. The 
market power hypothesis suggests that banks merge because of monopolistic price setting. It states that a 
bank’s market share is related to the market power it possesses. According to Park and Weber (2006), a 
bank with higher market power than its competitors in a highly-concentrated market is able to charge lower 
deposit rate and higher lending rate. On the other hand, the efficiency structure hypothesis says that banks 
would merge only for efficiency considerations. It argues that the most efficient banks gain market share at 
the cost of less efficient banks. The efficiency structure hypothesis suggests that there is no need to 
encourage mergers, since efficient banks can improve their market share by providing more economical 
banking services in the market (Seelanatha, 2010).     
Review of Empirical Studies 
Increase in size is generally argued to result to improved performance especially in terms of profitability 
because it allows a firm to enjoy increased economies of scale and cost efficiency gains. In other words, 
size is perceived to be a determinant of firm performance.  
Ben-Naceur (2003) through panel data investigation of the Tunisian banking industry between 1980 and 
2000 discovered that size has a high negative and significant influence on the net interest margins of 
banks. Athanasoglou, Brissimis and Delis (2005) estimated a panel data set of Greek banks using 
Generalised Method of Moments (GMM) technique to examine factors that exert bearing on bank 
profitability from 1985 to 2001. It revealed that all factors remarkably influenced profitability as anticipated 
except bank size. 
Samad, Glenn and Miah (2006) observed whether size is a determining cause of inter-temporal 
performance of commercial banks in Utah between 2000 and 2004. Using t-test and Kruskal-Wallis test, it 
was found that there is no significant variance between small and large banks; however, there is significant 
variance between the performance of small and medium banks, and medium and large banks. The study 
identified that the performance of medium banks is significantly higher than that of small and large banks. 
Flamini, McDonald and Schumacher (2009) used a sample of 389 banks in 41 sub-Sahara African (SSA) 
countries to discover the factors that influence bank profitability and found larger bank size been linked to 
higher return on assets (ROA). 
Velnampy and Nimalathasan (2010) conducted a comparative study between Bank of Ceylon and 
Commercial Bank of Ceylon Limited in Sri Lanka to appraise how firm size relates to profitability. Using 
correlation analysis, the study indicated that firm size is positively related to profitability of Commercial 
Bank of Ceylon Limited only. Shehzad, De Haan and Scholtens (2010) adopted a dynamic panel model of 
more than 15,000 banks from 148 countries to evaluate how size, growth and profitability relate with each 
other. The outcome revealed that bank profitability and bank growth are not related to bank size. It also 
showed that in high-income Organisation for Economic Cooperation and Development (OECD) countries, 
bigger banks grow at a slower pace and small banks are less profitable than bigger banks. 
Ani, Ugwunta, Ezeudu and Ugwuanyi (2012) assessed the determinants of bank profitability in Nigeria 
utilising data of 15 banks from 2001 to 2010. The study identified increase in size may not necessarily lead 
to increased profits due to diseconomies of scale. However, bank size was found as a principal 
endogenous factor of bank profitability. Obamuyi (2013) adopted fixed effects regression model on a data 
set built from the financial information of 20 Nigerian banks from 2006 to 2012 and found that size is a 
determinant which exerts a negative impact on the banks’ profitability.   
Aremu, Ekpo and Mustapha (2013) applied error correction modeling to find out the determinants of bank 
profitability in Nigeria, using First Bank of Nigeria Plc. as a case study. The study found among others that 
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size did not significantly determine profitability. Soyemi, Akinpelu and Ogunleye (2013) examined the 
factors that influenced profitability among deposit money banks in Nigeria and observed that size is 
significantly and negatively correlated with bank profitability. Ch (2014) observed that size is negatively 
related with return on asset of State Bank of India between 2008 and 2012 using both correlation and 
regression analyses. 
Methodology 
Sample, Data Source and Estimation Method 
This study draws a sample consisting of 6 Nigerian banks namely Access Bank Plc., Diamond Bank Plc., 
Guaranty Trust Bank (GTB) Plc., Skye Bank Plc., United Bank for Africa (UBA) Plc. and Zenith Bank Plc.  
These banks were among the 8 banks classified as Systematically Important Financial Institutions (SIFIs) 
by the Central Bank of Nigeria (CBN) in 2014. These banks were also among the 9 banking institutions 
granted international banking license by CBN in 2011. Except Skye Bank Plc., the selected banks were 
ranked among the top 1000 global banks by The Banker magazine of the Financial Times and Brand 
Finance, London, in 2015. The selected banks are among banks classified as “too big to fail” in Nigeria. 
The aim of the study is to provide evidence on the relationship between size and profitability after the 2005 
bank consolidation exercise in Nigeria; hence the sample period extends from 2006 to 2013. A balanced 
panel dataset was constructed by sourcing data from the annual financial reports for each bank. This study 
approaches its analysis with the static panel data estimation method. This method involves estimating three 
model variants namely pooled Ordinary Least Square (OLS) or constant effects model, fixed effects model 
and random effects model. 
Model Specification  
This study built a multiple regression model which puts return on assets (ROA) – a widely used profitability 
measure as a function of total assets (TA), deposits liabilities (DL), loans and advances (LA). The model is 
underpinned by the efficiency structure hypothesis. The volume of a bank’s deposit liabilities and loans and 
advances show the extent at which a bank has been efficient in mobilising funds from customers and 
extending credit to customers respectively. In addition, deposit liabilities and loans and advances proxy for 
market share. Deposit liabilities show a bank’s market share of customers’ deposit liabilities in proportion to 
the total deposit liabilities in the banking sector. Loans and advances reflect a bank’s market share of credit 
extended to customers in proportion to the total loans and advances in the banking sector. Smirlock (1985) 
used market share as proxy for efficiency.  
The functional notation of the model is presented as: 
ܴܱܣ = ݂(ܶܣ,ܦܮ, ܮܣ)																									… . (1) 
The econometric representation of the functional model in logarithm form is stated as: 
ܴܱܣ =	ߚ଴ + ߚଵ݈݊ܶܣ + ߚଶ݈݊ܦܮ + ߚଷ݈݊ܮܣ + ߤ												 … . (2) 
Where ln is natural logarithm, ߚ଴ is the intercept or constant parameter, ߚଵ-ߚଷ are the coefficients of the 
independent variables and µ is the error or random term. It should be noted that ROA is not log 
transformed because of the occurrence of non-positive values and the natural logarithm of TA is the 
standard derivation for size in several empirical studies. In addition, market share was included in the 
model to control for bank size and also overcome omitted variable bias.  
It is expected that a positive relationship would subsist between all the independent variables and bank 
profitability. Therefore, β1, β2 and β3 are expected to be positively signed or greater than zero. 
Empirical Findings and Discussion  
The constant effects model considers all cross-sectional banks as a single unit, thus it ignores the panel 
formation of the data and assumes that the intercept and slope coefficients for all the banks are the same. 
The model is estimated with pooled least squares estimator. Table 1 presents the results of the constant 
effects model. 
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Table 1: Results of Constant Effects Model 
Variable Coefficient t-statistic p-value 
C -4.606652 -0.89 0.380 
lnTA -0.1047602 -0.15 0.879 
lnDL 1.129959 1.14 0.259 
lnLA -0.709362 -0.94 0.354 
F-statistic (3,44) = 0.70 
Note: degree of freedom in parenthesis. 
Source: Authors’ Estimation 
Table 1 show that lnTA and lnLA are negatively or inversely related to ROA while lnDL is positively or 
directly related to ROA. lnTA, lnDL and lnLA are not statistically significant on ROA at 1%, 5% and 10% 
significance levels. The F-statistic indicates that the constant effects model is not statistically significant. 
The fixed effects model assumes individual heterogeneity among the banks and it does not allow the 
intercept for each bank to vary over time. The model is estimated with the Least Squares Dummy Variable 
(LSDV) estimator.  
Table 2: Results of Fixed Effects Model 
Variable Coefficient t-statistic p-value 
C -9.579755 -1.75 0.088c 
lnTA -0.5304336 -0.86 0.397 
lnDL 2.247236 2.39 0.022b 
lnLA -1.158575 -1.52 0.137 
F-statistic (3,39) = 2.26c rho = 0.47389521 
F-statistic that all μi is 0 (5,39) = 6.69
a 
Notes: a, b and c denote statistically significant at 1%, 5% and 10% significance level respectively, degree of 
freedom in parenthesis. 
Source: Authors’ Estimation 
From Table 2, lnTA and lnLA are negatively related to ROA while lnDL is positively related to ROA. lnDL is 
statistically significant on ROA while lnTA and lnLA are not. The F-statistic indicates that the fixed effects 
model is statistically significant. The rho statistic indicates that approximately 47.39% of variance in ROA is 
due to differences among the 6 banks. The F-statistic that μi = 0 is statistically significant, thus the null 
hypothesis that there is no significant difference among bank intercepts is rejected. This indicates that there 
are significant individual-specific effects among banks. 
The random effects or error components model assumes that the intercept for each bank vary over time 
and it is estimated with the Generalised Least Squares (GLS) estimator.  
Table 3: Results of Random Effects Model 
Variable Coefficient z-statistic p-value 
C -8.946927 -1.73 0.084c 
lnTA -0.4997506 -0.84 0.400 
lnDL 2.123349 2.36 0.018b 
lnLA -1.095713 -1.52 0.129 
Wald chi-square (3) = 6.71c LM test statistic (1) = 21.57a 
rho = 0.61120598 
Notes: a, b and c denote statistically significant at 1%, 5% and 10% significance level respectively and 
degree of freedom in parenthesis. 
Source: Authors’ Estimation 
Table 3 shows that lnTA and lnLA have an inverse relationship with ROA while lnDL has a direct 
relationship with ROA. Only lnDL is statistically significant on ROA. The rho statistic indicates that 
approximately 61.12% of variance in total error term is due to the variance of an individual bank. The 
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Breusch-Pagan Lagrange Multiplier (LM) test for random effects rejects the null hypothesis of no random 
individual differences among the 6 banks.  
Due to the presence of fixed and random effects among the banks, the Hausman test is performed to 
determine the model that produces consistent and efficient estimates between the fixed effects model and 
random effects model. The null hypothesis for the test is that the difference between the fixed effects model 
coefficients and random effects model coefficients are not systematic. The rejection of the null hypothesis 
implies that the fixed effects model is better than the random effects model and otherwise if the null 
hypothesis is accepted. Table 4 reports the result of the Hausman test. 
Table 4: Hausman Test Result 
Variable Fixed Effects (b) Random Effects (B) b – B Standard Error 
lnTA -0.5304336 -0.4997506 -0.030683 0.1746454 
lnDL 2.247236 2.1238874 0.1238874 0.285401 
lnLA -1.158575 -0.0628622 -0.0628622 0.2451086 
Chi-square = 0.22 p-value = 0.9741 
  Source: Authors’ Estimation 
The result of the Hausman test shows that the null hypothesis should be accepted. This implies that the 
random effects model produced better estimates than the fixed effects model.  
Conclusion 
This study aimed at examining the relationship between size and profitability of selected banks in Nigeria 
after the 2005 bank consolidation exercise. The study found that size is inversely and not significantly 
related to bank profitability. This indicates that increase in size of the selected banks did not translate to 
increase in profitability of banks, thus implying that size is not a determinant of bank profitability. This 
finding suggests that increase in economies of scale may not necessarily lead to increase in profitability. In 
addition, the study found that deposit liabilities are positively and significantly related to bank profitability. 
Furthermore, it was discovered that loans and advances are negatively and not significantly related to bank 
profitability. It was also observed that there are random effects among the selected banks, thus indicating 
that there are random individual differences among the selected banks. This study concludes that the 2005 
bank consolidation did not enhance the profitability of the selected banks. It recommends that management 
of Nigerian banks should focus less on increasing their size. Also, banks should scheme out ways to 
increase their deposit base.   
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